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CHAPTER  1 
INTRODUCTION  AND  SUMMARY 

1.1  Introduction 

This  report  was  prepared  in  response  to  a  request  made  by 
Congress  in  the  Conference  Report  to  the  Omnibus  Budget 
Reconciliation  Act  of  1993  (OBRA  1993) .  In  the  Conference  Report, 
Congress  asked  the  Department  of  the  Treasury  to  study  whether  the 
excess  passive  assets  rules  for  the  current  taxation  of  certain 
earnings  of  controlled  foreign  corporations  (CFCs)  and  the  passive 
foreign  investment  company  (PFIC)  rules  should  be  amended  to 
account  for  intangible  assets  created  by  marketing  expenditures,  in 
a  manner  similar  to  that  used  to  account  for  assets  created  by 
research  or  experimental  expenditures.  Congress  requested  that  the 
study  include  Treasury's  views  and  recommendations  as  to  whether 
such  an  amendment  should  be  made,  along  with  a  discussion  of  the 
merits  and  consequences  of  any  such  amendment. 

The  excess  passive  assets  rules  deny  deferral  of  the  U.S. 
income  tax  on  earnings  of  CFCs  when  the  CFCs  hold  excessive 
accumulations  of  passive  assets.  Passive  asset  holdings  are 
excessive  if  they  exceed  25  percent  of  the  CFCs  total  assets.  In 
determining  total  assets  and  passive  assets,  the  CFC  must  use  the 
adjusted  tax  basis  of  its  assets.  The  CFC'-s  basis  in  its  total 
assets  is  increased  by  research  and  experimental  (R&E)  expenditures 
made  in  the  last  three  years  and  by  three  times  the  payments  made 
during  the  year  to  license  assets  of  the  type  created  by  R&E 
expenditures . 

Prior  to  OBRA  1993,  a  CFC  could  use  the  fair  market  value 
method  of  measuring  assets  for  the  PFIC  asset  test.  Under  that 
method  all  assets,  including  intangible  assets,  would  be  included 
in  the  asset  test.  In  OBRA  1993,  Congress  rejected  the  fair  market 
value  method,  primarily  because  it  proved  difficult  to  administer, 
and  adopted  the  adjusted  tax  basis  in  its  place.  In  this  context, 
assigning  a  hypothetical  basis  to  R&E  assets  should  be  perceived  as 
a  narrow  exception  to  the  general  rule  of  using  standard  tax  basis 
rules  to  measure  assets  when  determining  the  active  or  passive 
nature  of  a  CFC,  or  to  determine  whether  a  CFC  has  invested  its 
earnings  in  excess  passive  assets.  This  report  addresses  the 
question  of  whether  a  similar  exception  to  the  standard  basis  rules 
should  be  provided  for  intangible  assets  created  by  marketing 
expenditures . 

1 .2  Summary 

Two  tasks  must  be  accomplished  if  the  asset  tests  for  CFC- 
PFICs  and  for  the  excess  passive  assets  rules  are  to  be  adjusted  to 
account  for  intangible  assets  of  the  type  created  by  marketing 
expenditures  (marketing  assets)  in  a  way  similar  to  that  now  used 
to  account  for  intangible  assets  of  the  type  created  by  R&E 
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expenditures.  First,  the  marketing  expenditures  that  create 
lasting  assets  must  be  identified.  Second,  a  hypothetical  basis 
must  be  constructed  to  represent  the  basis  the  marketing 
expenditures  would  have  created  if  they  had  been  capitalized  and 
amortized  rather  than  expensed.  These  tasks  pose  problems  similar 
to  those  encountered  in  capitalizing  R&E  expenditures.  Marketing 
expenditures  can  take  a  variety  of  forms,  some  difficult  to 
identify  and  measure.  It  is  also  difficult  to  determine  which 
marketing  expenditures  create  lasting  assets  and  the  economic 
lifetimes  of  those  assets. 

Most  marketing  expenditures  consist  of  advertising 
expenditures  that  inform  potential  customers  about  a  firm's 
products,  or  that  persuade  customers  to  buy  the  products.  The 
impression  left  on  the  potential  customers  is  an  intangible  asset 
that  may  earn  future  profits  for  the  firm.  The  primary  difficulty 
in  measuring  advertising  assets  is  determining  their  economic 
lifetime.  The  lifetimes  vary  greatly,  depending  on  the  industry  in 
which  the  advertising  occurs,  and  estimates  of  the  lifetimes  are 
subject  to  a  great  deal  of  error. 

As  described  in  greater  detail  in  chapter  2  of  this  report,  it 
is  usually  even  more  difficult  to  measure  assets  created  by  other 
kinds  of  marketing  expenditures.  In  some  cases,  only  a  part  of  a 
given  kind  of  marketing  expenditure  creates  a  lasting  asset.  Other 
kinds  of  marketing  expenditure  cannot  be  measured  directly.  The 
problems  involved  make  it  impossible  to  measure  accurately  assets 
created  by  the  various  types  of  marketing  expenditures  in  different 
industries . 

If  marketing  assets  were  to  be  included  in  the  asset  tests  for 
PFICs  and  for  the  excess  passive  assets  rules,  the  most 
administratively  feasible  procedure  would  be  to  limit  the  eligible 
expenditures  to  those  typically  regarded  as  advertising 
expenditures  which  would  be  hypothetically  capitalized  for  tax 
purposes  and  to  use  a  uniform  lifetime  to  amortize  the  capitalized 
marketing  expenditures.  Based  on  the  literature  described  in 
chapter  4  of  this  report,  the  average  lifetime  of  assets  created  by 
such  advertising  expenditures  appears  to  be  considerably  shorter 
than  the  average  lifetime  for  R&E  assets,  but  neither  average  can 
be  accurately  determined. 

When  proposals  have  surfaced  reguiring  advertising  to  be 
capitalized  and  amortized  rather  than  expensed,  taxpayers  have 
argued  that  the  effects  of  advertising  are  largely  exhausted  within 
one  year  of  the  expenditures,  and  therefore  expensing  is 
appropriate.  If  marketing  assets  were  measured  by  using  a  single 
average  lifetime  of  one  year,  adjusting  the  asset  tests  for  the 
CFC-PFICs  and  for  the  excess  passive  assets  rules  to  account  for 
the  marketing  assets  would  not  have  a  large  effect  on  tax  revenues. 
It  is  estimated  in  chapter  5  that  such  an  adjustment  would  reduce 
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the  revenue  pick-up  from  the  new  excess  passive  rules  and  from  the 
changes  that  OBRA  1993  made  in  the  asset  test  for  CFC-PFICs  by  less 
than  three  percent,  and  perhaps  by  less  than  one  percent.  Based  on 
estimates  for  the  revenue  pick-up  produced  by  Treasury  staff  and  by 
the  Joint  Committee  on  Taxation,  these  percentage  reductions 
translate  into  absolute  reductions  of  less  than  $10  million,  and 
perhaps  less  than  $3  million,  over  the  five-year  period  from  fiscal 
year  1994  through  fiscal  year  1998. 

Treasury  strongly  recommends  that  no  adjustment  be  made  to  the 
asset  tests  to  account  for  marketing  assets.  The  asset  tests  for 
PFICs  and  for  taxing  excess  passive  assets  of  CFCs  use  the  adjusted 
tax  basis  of  assets.  Although  a  basis  is  created  for  assets  of  the 
type  created  by  R&E  expenditures,  there  are  good  reasons  for  not 
providing  a  similar  rule  for  assets  created  with  marketing 
expenditures. 

Both  research  and  experimentation  expenditures  and  marketing 
expenditures  are  currently  expensed  for  tax  purposes.   An 
adjustment  to  create  an  intangible  asset  from  either  type  of 
expenditure  would  be  difficult  to  administer,  because  it  is 
difficult  to  identify  and  measure  the  resulting  assets.   The  need 
to  provide  an  adjustment  for  the  R&E  assets  is  more  compelling, 
however,  because  the  R&E  assets  typically  have  a  much  longer 
lifetime  than  those  created  with  marketing  expenditures. 
Furthermore,  the  adjustment  for  R&E  assets  uses  a  definition  for 
eligible  R&E  expenditures  that  was  already  developed  for  purposes 
of  allowing  these  expenditures  to  be  expensed.   In  contrast, 
there  is  currently  little  administrative  guidance  as  to  what  is  a 
marketing  expenditure.   These  costs  are  expensed,  which  provides 
administrative  convenience  and  is  consistent  with  taxpayer  claims 
that  the  effects  of  advertising  are  largely  exhausted  within  one 
year  of  the  expenditures.   An  adjustment  for  marketing  assets 
would  require  developing  a  definition  of  marketing  expenditures 
in  order  to  isolate  these  expenditures  from  other  expenses, 
adding  significant  complexity  to  our  tax  laws  and  reducing 
administrative  convenience  associated  with  expensing  marketing 
costs.   In  light  of  all  these  considerations,  current  treatment 
of  marketing  assets  under  the  asset  test  is  appropriate. 

1.3      Organization   of   the   Report 

The  next  chapter  provides  background  on  the  new  rules  for 
taxing  certain  earnings  of  CFCs  and  the  asset  test  for  CFC-PFICs. 
Chapter  3  focuses  on  the  problems  in  identifying  marketing 
expenditures  that  may  be  capitalized  and  included  in  the  total 
assets  of  a  CFC  for  purposes  of  sections  965A  and  1296.   Chapter 
4  examines  the  evidence  on  the  average  economic  lifetime  of  the 
assets  created  by  these  expenditures.   Chapter  5  provides  an 
estimate  of  the  revenue  consequences  of  including  marketing 
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assets  in  the  asset  tests.   Chapter  6  presents  conclusions  and 
recommendations. 


-5- 

CHAPTER  2 

BACKGROUND 

2.1      Deferral    and   the  New  Rules   For  Taxing  Certain   Earnings   of 
Controlled  Foreign   Corporations 

The  Internal  Revenue  Code  (IRC)  generally  does  not  tax 
income  earned  by  U.S.  shareholders  from  investment  in  a  foreign 
corporation  until  the  income  is  repatriated  to  the  United  States. 
Thus,  the  U.S.  tax  on  such  income  is  effectively  deferred  as  long 
as  the  income  is  retained  abroad.   The  IRC  contains  several 
important  exceptions  to  this  general  deferral  rule,  however, 
including  the  subpart  F  rules  for  CFCs  and  the  PFIC  rules.   These 
rules  were  modified  by  OBRA  1993  to  provide  that  certain  earnings 
of  CFCs  that  have  excessive  amounts  of  passive  assets  would  be 
subject  to  tax.   In  addition,  OBRA  1993  modified  the  PFIC  asset 
test  described  below. 

Under  the  subpart  F  rules,  a  U.S.  shareholder  (a  person  that 
owns  10  percent  or  more  of  a  CFCs  voting  stock)  is  required  to 
include  in  current  income  the  pro  rata   share  of  the  "subpart  F 
income"  of  the  CFC.   A  CFC  is  a  foreign  corporation  more  than  50 
percent  of  the  voting  stock  or  value  of  which  is  owned  by  U.S. 
shareholders.   Subpart  F  income  generally  includes  passive  income 
and  certain  types  of  active  income  believed  to  be  very  mobile. 

Under  section  956A,  which  was  added  by  OBRA  1993,  U.S. 
shareholders  of  CFCs  that  have  excessive  amounts  of  passive 
assets  are  required  to  include  in  current  income  their  pro  rata 
share  of  a  specified  portion  of  the  CFCs  current  and  accumulated 
earnings.   Excessive  passive  assets  are  defined  as  passive  assets 
in  excess  of  25  percent  of  total  assets. 

Under  the  PFIC  rules,  a  U.S.  person  that  owns  any  stock  in  a 
PFIC  is  subject  to  tax  under  one  of  two  regimes.   A  shareholder 
in  a  PFIC  may  defer  U.S.  tax  until  income  is  realized  (either  by 
payment  of  a  dividend  or  sale  of  the  stock)  and  pay  an  interest 
charge  for  that  deferral  or  may  pay  current  tax  on  the  pro   rata 
share  of  the  PFICs  total  income.   A  foreign  corporation  is  a 
PFIC  if  75  percent  or  more  of  its  gross  income  for  the  taxable 
year  is  passive  income,  or  if  50  percent  or  more  of  its  assets 
produce  or  are  held  for  the  production  of  passive  income. 

2.2.      The   Asset   Test    for  CFC-PFICs   and   for   the   New  Rules   for 
Taxing   Certain   Earnings   of   CFCs 

To  determine  the  amount  of  excess  passive  assets  held  by  a 
CFC  or  to  determine  whether  an  entity  is  a  PFIC,  passive  assets 
and  total  assets  must  be  defined  and  measured.   For  a  CFC,  the 
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rules  for  measuring  all  assets  are  the  same  for  purposes  of 
sections  965A  and  1296.   For  all  entities,  the  definition  of 
passive  assets  is  the  same  for  purposes  of  sections  956A  and 
1296. 

OBRA  1993  changed  the  rules  for  measuring  the  assets  of  CFC- 
PFICs.   In  particular,  a  CFC-PFIC  must  now  measure  its  assets 
using  the  adjusted  tax  basis.   PFICs  that  are  not  CFCs  still  have 
the  option  of  using  either  adjusted  basis  or  fair  market  value. 
OBRA  1993  also  allows  CFCs  and  PFICS  to  include  the  value  of 
certain  leased  assets  in  total  assets.   The  adjusted  basis  of  the 
leased  property  is  the  unamortized  portion  of  the  present  value 
of  the  payments  made  under  the  lease.   OBRA  1993  also  adopted 
special  rules  which  apply  to  CFC-PFICs,  to  account  for  active 
assets  of  the  type  created  with  R&E  expenditures  ("RfieE  assets"), 
whether  the  CFC-PFIC  owns  or  licenses  the  assets.   Under  these 
rules,  the  basis  of  the  CFCs  total  assets  is  increased  by  the 
sum  of  R&E  expenditures  made  in  the  current  taxable  year  and  the 
two  preceding  taxable  years  (including  cost  sharing  payments), 
and  by  three  times  the  total  payments  made  during  the  taxable 
year  to  unrelated  persons  and  to  related  U.S.  persons  for 
licensing  R&E  assets  that  the  CFC  uses  in  the  active  conduct  of 
its  trade  or  business. 

The  allowances  in  the  asset  test  for  R&E  expenditures  and 
for  payments  for  licensing  intangible  property  give  the  firm 
credit  for  these  intangible  assets  in  the  asset  test,  even  though 
the  costs  incurred  to  create  them  were  expensed  rather  than 
amortized.   Taxpayers  have  raised  the  question  of  whether  a 
similar  allowance  should  be  provided  for  marketing  expenditures 
that  are  properly  deductible  under  Code  section  162  as  ordinary 
and  necessary  business  expenses. 
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CHAPTER  3 
IDENTIFYING  ASSET-CREATING  MARKETING  EXPENDITURES 

This  chapter  describes  the  various  types  of  expenditures 
that  may  create  marketing  assets.   It  also  provides  data  that  can 
be  used  to  gauge  the  importance  of  marketing  assets  in  the  total 
assets  of  CFCs . 

3.1      Advertising  Expenditures 

Most  expenditures  that  create  marketing  assets  consist  of 
advertising  expenditures.   Advertising  expenditures  are 
undertaken  to  inform  potential  customers  about  a  firm's  products 
and  to  persuade  customers  to  buy  the  products.   Advertising 
expenditures  may  thus  create  a  marketing  asset  (the  impression  on 
potential  customers)  that  earns  future  profits  for  the  firm. 

Advertising  usually  consists  of  developing  product 
information  and  distributing  it  through  periodicals,  direct 
mailings,  radio  or  television.   Often,  firms  contract  out  the 
advertising  campaigns,  in  which  case  advertising  expenditures  are 
easy  to  identify  and  measure;  they  are  the  amount  paid  to  the 
outside  contractor.   If,  instead  of  using  an  outside  contractor, 
a  firm  conducts  advertising  campaigns  using  its  own  resources,  it 
is  more  difficult  to  segregate  and  measure  the  advertising  costs, 
because  they  would  include  some  costs  for  resources  shared  with 
other  operations  of  the  firm. 

The  current  tax  treatment  of  advertising  costs  provides 
little  help  in  separating  advertising  expenditures  from  other 
expenses  that  are  deductible  from  income  as  ordinary  and 
necessary  business  expenses  under  section  162  of  the  IRC.   The 
Treasury  regulations  give  little  guidance  on  this  issue.   Section 
1.162-1 (a)  of  the  regulations  merely  provides  that  "advertising 
and  other  selling  expenses"  are  among  the  items  included  in 
deductible  business  expenses.   Section  1.162-20  provides  that 
"Expenditures  for  institutional  or  'good  will'  advertising  which 
keeps  the  taxpayer's  name  before  the  public  are  generally 
deductible  as  ordinary  and  necessary  business  expenses  provided 
the  expenditures  are  related  to  the  patronage  the  taxpayer  might 
reasonably  expect  in  the  future." 

This  lack  of  detail  is  probably  the  result  of  the 
deductibility  of  advertising  expenditures.   Advertising 
expenditures  need  not  be  separated  from  other  deductible 
expenses,  only  from  expenses  that  are  not  currently  deductible.' 


'  Certain  lobbying  expenses  and  other  expenses  incurred  to 
influence  legislation  (section  1.162-20  of  the  Treasury 
regulations) ,  amounts  paid  out  for  permanent  improvements  that 
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If  Congress  were  to  adopt  a  rule  constructing  basis  for  marketing 
assets  created  by  advertising  expenditures,  distinctions  between 
different  types  of  currently  deductible  expenses  would  have  to  be 
made.   There  is  currently  no  guidance  for  distinguishing 
advertising  expenditures  that  create  assets  from  other  selling 
expenses  currently  deductible  under  section  162  of  the  IRC.   This 
is  not  the  case  for  R&E  assets,  because  the  IRC  defines  qualified 
R&E  expenditures.- 

3.2      Other  Types   of  Asset-Creating  Marketing  Expenditures 

Expenditures  other  than  direct  advertising  expenditures  may 
create  marketing  assets,  but  these  expenditures  are  harder  to 
identify  and  measure.   For  example,  in  some  instances  charitable 
donations  can  be  viewed  as  an  indirect  form  of  advertising.'  As 
another  example,  sales  representatives'*  may  provide  information 
about  a  product  to  potential  customers  that  enhances  the  firm's 
sales  for  some  time  into  the  future,  although  much  of  their 
activity  may  provide  no  value  to  the  firm  beyond  that  received 
from  an  immediate  sale.   Sales  workers  (such  as  retail  clerks) 
may  also  provide  some  information  to  customers  that  enhances 
future  sales.   This  suggests  that  a  complete  measure  for 
expenditures  that  create  marketing  assets  might  include  a  portion 


increase  the  value  of  any  property  (section  263(a)  of  the  IRC),  or 
for  advertising  that  is  "directed  towards  obtaining  future  benefits 
significantly  beyond  those  associated  with  ordinary  product 
advertising"  are  not  currently  deductible.  (Revenue  Ruling  92-80) . 
Such  distinctions  are  of  little  help  in  separating  advertising 
expenditures  from  other  expenses  currently  deductible  under  section 
162  of  the  IRC. 

^   See  IRC  sections  41  and  174. 

'  See  Peter  Navarro,  "Why  Do  Corporations  Give  to  Charity," 
Journal  of  Business  (January  1988).  p.  65.  There  is  some 
question,  however,  about  whether  charitable  donations  by  firms  are 
primarily  advertising.  See  the  recent  paper  by  Robert  Carroll  and 
David  Joulfaian,  "Taxes  and  Corporate  Giving  to  Charity,"  Office  of 
Tax  Analysis,  U.S.  Department  of  the  Treasury,  mimeo  (January 
1994)  . 

■*  In  the  occupational  classification  used  by  the  Bureau  of 
Labor  Statistics,  sales  representatives  generally  include  employees 
that  go  outside  their  employer's  establishment  to  visit  potential 
customers  and  actively  solicit  their  business,  whereas  sales 
workers  generally  sell  to  customers  that  come  to  their  employer's 
establishment.  See  Employment  and  Training  Administration, 
Dictionary  of  Occupational  Titles.   Washington,  D.C.  (1991). 
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of  charitable  contributions,  salaries  or  commissions  to  the 
firm's  sales  representatives  and  even  some  wages  of  sales 
workers.   The  portion  of  these  costs  that  would  create  a  lasting 
asset  would  vary  widely  from  case  to  case  and  would  be  extremely 
difficult  to  measure  accurately. 

Don  Fullerton  and  Andrew  Lyon  describe  some  of  the  problems 
in  segregating  asset-creating  marketing  expenditures  from  other 
types  of  expenditures.''   They  note  (pages  70-72) 

. . .much  of  what  one  considers  advertising  may  be  deductible 
as  another  allowable  business  expense.   For  example,  a 
company  that  hires  a  consultant  to  mount  an  advertising 
campaign  could  probably  deduct  this  expense  as  a  consultant 
fee  rather  than  advertising.   The  costs  of  consumer 
relations  divisions  and  sales  personnel  are  deductible 
largely  as  wages.   Second,  firms  may  take  less  direct 
methods  to  create  intangible  capital.   While  advertising  is 
one  way  to  create  a  reputation,  a  new  firm  may  sell  at  lower 
margins  or  take  greater  care  in  production  of  customer 
service  as  an  alternative  way  to  create  intangible  capital. 
Here,  foregone  profits  is  the  mechanism  by  which  the  firm 
invests  in  future  reputation. 

As  the  foregoing  discussion  suggests,  there  is  much  room  for 
debate  over  which  expenditures  create  marketing  assets  and  should 
therefore  be  included  in  the  asset  test  for  the  excess  passive 
assets  rules  and  for  determining  CFC-PFICs.   The  amount  that 
corporations  now  report  for  advertising  expenditures  on  their 
income  tax  return  may  include  only  a  part  of  the  expenditures 
that  create  marketing  assets:   it  should  include  payments  for 
outside  advertising  services,  such  as  for  developing  the 
advertisements  and  for  distributing  them  through  the  media,  but 
may  not  include  overhead  costs  associated  with  in-house 
production  of  advertising  services,  such  as  depreciation  of 
capital  equipment  used  to  develop  or  conduct  advertising 
campaigns.   Compensation  of  sales  representatives  and  sales 
workers  that  might  create  marketing  assets  is  probably  not 
included. 

The  R&E  expenditures  that  can  be  capitalized  and  included  in 
the  asset  tests  are  defined  under  section  174  of  the  IRC  and 
section  1.174-2  of  the  Treasury  regulations.   A  similar 
definition  of  asset-creating  marketing  expenditures  would  include 
a  broader  range  of  expenditures  than  the  advertising  expenditures 


Don  Fullerton  and  Andrew  B.  Lyon,  "Tax  neutrality  and 
intangible  capital,"  Tax  Policy  and  the  Economy.  Lawrence  Summers, 
editor.  Washington,  D.C.:  National  Bureau  of  Economic  Research 
(November  1987).   p.  57. 
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probably  now  reported  on  the  corporate  tax  returns.   For  example, 
such  a  definition  would  include  depreciation  of  capital  goods 
used  in  advertising  campaigns  (depreciation  of  capital  goods  used 
to  develop  technology  is  a  qualified  R&E  expenditure  under 
section  174).   It  is  not  clear,  however,  whether  such  a 
definition  would  include  any  charitable  contributions  or  any 
portion  of  the  compensation  of  sales  representative  or  sales 
workers,  because  there  is  no  clear  parallel  to  any  qualified  R&E 
expenditures . 

3.3      Gauging   the   Importance   of  Assets   Created  by  Marketing 
Expenditures   in   Total    Assets   of  Firms 

Table  1  presents  data,  for  selected  industries,  on  total 
assets,  labor  costs,  advertising  expenditures,  and  R&E 
expenditures  as  reported  by  U.S.  corporations  on  their  corporate 
tax  returns  (Form  1120)  for  1990.   These  data  are  useful  in 
gauging  the  importance  of  marketing  assets  in  relation  to  total 
assets  of  firms  in  various  industries.   Data  on  domestic 
operations  are  presented  because  data  on  advertising  expenditures 
for  CFCs  are  not  available.   It  should  be  noted  that  the  data  on 
labor  costs,  R&E  expenditures  and  advertising  expenditures  refer 
only  to  domestic  operations  of  the  U.S.  companies,  whereas  the 
tangible  assets  include  their  holdings  in  foreign  companies. 
Specifically,  the  equity  in  foreign  subsidiaries*  and  loans  to 
CFCs  are  included  among  the  active  tangible  assets  of  the  U.S. 
companies.   It  is  assumed  that  CFCs  use  intangible  assets  in  the 
same  proportion  to  active  tangible  assets  as  the  U.S.  companies. 
Hence,  if  the  CFCs  own  less  in  the  way  of  assets  in  lower-tier 
companies,  the  data  for  the  U.S.  companies  (after  excluding 
passive  assets)  may  understate  slightly  the  importance  of 
marketing  assets  in  total  active  assets  of  the  CFCs,  but  the 
tendency  is  probably  slight. 

Treasury  lacks  data  on  many  of  the  types  of  marketing 
expenditures  besides  advertising  (as  reported  on  the  Form  1120) 
that  could  be  included  in  an  adjustment  to  the  asset  tests  for 
CFC-PFICs  and  for  the  excess  passive  assets  rules.   Nevertheless, 
the  likely  realm  of  possibilities  can  be  bracketed.   Thus,  two 
measures  of  asset-creating  marketing  expenditures  are  presented. 
The  first  measure  only  includes  advertising  expenditures  as 
currently  reported  on  Form  1120.   The  second  measure  uses  a 
broader  definition  of  marketing  expenditures  that  includes  other 
expenses  not  traditionally  included  in  advertising  expenditures. 
For  this  measure,  a  portion  of  labor  expenses  is  treated  as 
advertising  expenditures,  because  labor  expenses  are  probably  the 
main  source  of  expenses  that  could  be  reclassified  as  asset- 


*  A  foreign  subsidiary  is  a  foreign  company  10  percent  or  more 
of  which  is  owned  by  a  U.S.  company. 
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creating  marketing  expenditures.   There  is  little  information 
from  which  to  predict  how  extensive  such  reclassification  might 
be,  but  the  effects  are  potentially  important.   Data  from  the 
Bureau  of  Labor  Statistics  suggest  that  about  10  percent  of  total 
labor  costs  represent  compensation  of  sales  representatives  and 
sales  workers.   According  to  the  data  in  Table  1,  if  10  percent 
of  labor  costs  were  re-classified  as  asset-creating  marketing 
expenditures,  the  resulting  amount  would  be  almost  four-fifths  as 
great  as  reported  advertising  expenditures.   Of  course,  even  a 
very  generous  definition  of  marketing  expenditures  would  include 
only  a  portion  of  the  compensation  of  sales  representatives  and 
sales  workers,  so  the  increase  in  asset-creating  marketing 
expenditures  caused  by  reclassification  of  labor  costs  would  be 
substantially  smaller  than  this  amount. 

The  R&E  expenditures  reported  on  the  tax  forms  are  those  for 
which  a  credit  may  be  claimed  under  section  41  of  the  IRC.   The 
difference  between  R&E  expenditures  as  reported  on  tax  forms  and 
those  that  may  be  included  under  the  definition  in  section  174 
(and  that  thus  may  be  included  in  the  asset  tests  of  section  956A 
and  1296)  is  often  substantial."   Data  on  R&E  expenditures  for 
manufacturing  corporations  are  also  reported  by  the  National 
Science  Foundation  (NSF) ,  and  their  definition  of  R&E 
expenditures  appears  to  be  similar  to  that  in  section  174.' 
Therefore,  a  separate  set  of  the  expenditures  are  presented  based 


'  This  calculation  is  based  on  data  for  total  employment  and 
median  hourly  earnings  in  the  various  occupations.  See  U.S.  Bureau 
of  Labor  Statistics,  Employment  and  Earnings.  Washington,  D.C. 
(January  1993)  . 

"  R&E  expenditures  eligible  for  the  credit  under  section  41 
do  not  include  all  expenses  that  qualify  as  R&E  expenditures  under 
the  definition  given  under  section  174.  One  important  difference 
between  the  two  definitions  is  that  the  depreciation  expenses  on 
equipment  used  for  research  or  experimentation,  which  are  included 
under  the  definition  of  R&E  expenditures  under  section  174,  are  not 
eligible  for  the  R&E  credit.  The  definition  of  eligible  research 
or  experimental  activities  is  also  more  restrictive  under  section 
41  than  under  section  174.  Furthermore,  some  corporations  may  not 
report  R&E  expenditures  separately  on  the  tax  form  if  they  cannot 
use  the  R&E  credit  (for  example,  if  they  have  a  net  operating 
loss) . 

"  The  National  Science  Foundation  (NSF)  data  are  based  on 
annual  surveys  conducted  by  the  Bureau  of  the  Census,  Department  of 
Commerce  for  industrial  research  and  development  performed  within 
the  United  States.  See  National  Science  Foundation,  Selected  Data 
on  Research  and  Development  in  Industry:  1990.  Washington,  D.C. 
(1992)  . 
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on  the  NSF  data.   For  purposes  of  the  asset  tests,  R&E  assets  are 
measured  as  the  last  three  years  of  R&E  expenditures  plus  three 
times  the  annual  R&E  licensing  payments.   Thus,  one  can  obtain  a 
rough  idea  of  the  importance  of  R&E  assets  in  the  asset  tests  by 
multiplying  the  R&E  expenditures  in  Table  1  (as  reported  by  the 
NSF)  times  three  and  comparing  the  result  with  the  corresponding 
figure  for  tangible  assets. 

Before  we  can  determine  the  effect  of  including  an 
adjustment  for  asset-creating  marketing  expenditures,  we  must 
first  determine  the  economic  lifetime  that  will  be  used  to 
amortize  these  expenditures.   This  is  the  topic  of  the  next 
chapter. 
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CHAPTER  4 

THE  ECONOMIC  LIFETIMES  OF  ASSETS 
CREATED  WITH  MARKETING  EXPENDITURES 

4.1      Evidence   from  Economic  Studies 

There  has  been  considerable  debate  over  the  economic 
lifetime  of  assets  created  through  marketing  expenditures.   Early 
economic  studies  suggested  a  fairly  long  life  for  the  effects  of 
advertising.   For  example,  Kristian  Palda  estimated  that  the 
annual  depreciation  rate  for  advertising  ranged  from  31  percent 
to  47  percent. '°   Later  studies,  however,  have  concluded  that  the 
duration  of  advertising  effects  is  much  shorter.   Darral  Clarke 
estimated  that  advertising  effects  last  only  between  3  months  and 
15  months."   From  an  analysis  of  demand  for  various  consumer 
goods,  William  Comanor  and  Thomas  Wilson  concluded  that  in  many 
industries  a  large  portion  of  advertising  expenditures  creates 
assets  with  lifetimes  shorter  than  one  year  and  that  in  many 
durable  and  semi-durable  goods  industries,  virtually  all  assets 
created  by  such  expenditures  have  lifetimes  shorter  than  one 
year.'^   Representatives  of  the  advertising  industry,  testifying 
on  the  question  of  whether  advertising  expenditures  should  be 
expensed  or  capitalized,  have  argued  that  the  effects  of 
advertising  are  largely  exhausted  within  one  year  of  the 
expenditures . " 

Though  the  average  economic  lifetime  of  many  assets  created 
with  marketing  expenditures  is  probably  fairly  short  (a  year  or 
less),  this  lifetime  appears  to  vary  greatly  among  industries. 
For  example,  in  a  recent  study  of  four  disaggregate  industries, 
Pamela  Megna  and  Dennis  Mueller  found  that  whereas  the  lifetime 
of  advertising  assets  was  less  than  one  year  in  the  toys  and 
distilled  beverages  industries,  the  advertising  expenditures  for 


"•'  Kristian  S.  Palda,  The  Measurement  of  Cumulative  Advertising 
Effects.   Englewood  Cliffs,  New  Jersey:   Prentice-Hall  (1964). 

"  Darral  G.  Clarke,  "Econometric  measurement  of  the  duration 
of  advertising  effects  on  sales,"  Journal  of  Marketing  Research 
(November  1976).   p.  345. 

'^  William  S.  Comanor  and  Thomas  A.  Wilson,  Advertising  and 
Market  Power.   Cambridge:   Harvard  University  Press  (1974). 

"  See,  for  example,  the  testimony  on  miscellaneous  revenue 
issues  delivered  by  Sheldon  Cohen  on  behalf  of  the  Leadership 
Council  on  Advertising  Issues,  before  the  Subcommittee  on  Select 
Revenue  Measures,  Committee  on  Ways  and  Means,  on  September  8, 
1993. 
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some  firms  in  the  cosmetics  industry  have  their  greatest  effect 
two,  or  even  three  years  after  the  advertising  takes  place.''* 
The  effects  of  advertising  are  also  believed  to  be  long  lived  in 
the  pharmaceutical  industry.   For  example,  in  his  study  of  rates 
of  return  in  the  industry,  Kenneth  Clarkson  argues  that  the 
effects  of  pharmaceutical  advertising  and  promotion  activities 
last  at  least  three  years.'*   Others  have  shown  that  in  durable 
goods  industries,  advertising  in  one  period  can  have  adverse 
effects  on  sales  in  subsequent  periods  owing  to  stock  adjustment 
effects:   for  example,  if  advertising  induces  consumers  to  buy 
more  new  cars  this  year,  there  will  be  a  smaller  demand  for  new 
cars  next  year.'* 

Expenditures  on  newspaper  advertisements,  or  on  radio  or 
television  broadcasting  advertisements,  create  assets,  though 
usually  short-lived,  that  help  the  firm  generate  income.   Such 
assets  are  unlikely  to  be  fully  exhausted  at  the  end  of  any 
accounting  period,  even  if  their  lifespan  is  shorter  than  the 
accounting  period.   For  example,  suppose  the  firm's  marketing 
expenditures  consist  entirely  of  buying  daily  newspaper 
advertisements  that  announce  its  prices,  which  change  bi-weekly. 
Unless  the  end  of  the  accounting  period  coincides  exactly  with 
the  end  of  a  two-week  pricing  cycle,  the  firm  will  have  an  asset 
created  by  its  advertising  expenditures  at  the  end  of  the 
accounting  period.   Advertisements  for  two-week  pricing  cycles 
ending  within  the  accounting  period  would  be  completely 
amortized.   If  we  were  to  construct  basis  for  purposes  of  the 
asset  test  in  this  case,  only  a  small  part  of  the  annual 
expenditures  for  such  advertisements  (the  portion  of  the  two-week 
cycle  that  was  unexpired  at  the  end  of  the  accounting  period) 
would  be  added  to  the  firm's  total  assets. 

The  economic  lifetime  of  advertising  assets  can  also  depend 
on  their  purpose,  and  some  types  of  advertising  expenditures  do 
not  create  assets.   In  particular,  defensive  advertising 
undertaken  to  cancel  out  the  effects  of  advertising  by 
competitors  might  more  appropriately  be  characterized  as 
maintenance  costs  than  as  asset-creating  expenditures. 


**  Pamela  Megna  and  Dennis  C.  Mueller,  "Profit  rates  and 
intangible  capital,"  Review  of  Economics  and  Statistics ,  (November 
1992) .  p.  632. 

'"^  Kenneth  W.  Clarkson,  Intangible  Capital  and  Rates  of 
Returns .  Washington,  D.C.:  American  Enterprise  Institute  (1977). 

'"  See,  for  example,  the  study  by  Yoram  Peles,  "Rates  of 
amortization  of  advertising  expenditures,"  Journal  of  Political 
Economy    (September/October  1971).   p.  1032. 
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4.2      Adjusting   the   Asset   Test    to  Account   for  Asset-Creating 
Marketing  Expenditures 

From  the  evidence  reviewed  above,  it  is  clear  that  no  single 
lifetime  will  provide  accurate  results  if  used  to  construct  a 
hypothetical  basis  for  marketing  assets  for  all  industries  and 
all  types  of  advertising.   Yet,  it  would  be  administratively 
burdensome  to  attempt  to  use  more  accurate  lifetimes  of  marketing 
assets  by  industry  or  type  of  marketing  expenditure,  and  the 
available  evidence  is  not  sufficiently  robust  to  justify  such  an 
effort.   Thus,  despite  the  inaccuracies,  if  one  were  to  construct 
a  hypothetical  basis  for  marketing  assets,  the  best  approach 
appears  to  be  the  use  of  a  single  average  lifetime.   This  is  the 
approach  that  was  used  to  construct  a  hypothetical  basis  for  R&E 
assets . 

There  is  no  consensus  as  to  the  appropriate  length  for  the 
single  lifetime  that  would  best  represent  the  average  for  all 
marketing  assets.   For  example,  Don  Fullerton  and  Andrew  Lyon 
(1987)  assumed  advertising  assets  depreciate  at  a  uniform  rate  in 
all  industries  in  order  to  derive  estimates  for  the  total  U.S. 
capital  stock  (tangible  assets  and  intangible  assets) .   They 
could  not  determine  accurately  the  appropriate  uniform 
depreciation  rate,  however,  so  they  performed  calculations  using 
uniform  rates  of  16.7  percent,  33.3  percent,  and  50  percent. 
Similarly,  to  measure  R&E  assets  they  used  uniform  rates  of  10 
percent,  15  percent,  and  20  percent.   The  depreciation  rates  they 
use  were  obtained  from  a  survey  of  the  economics  literature.   The 
rates  they  chose  imply  a  wide  range  of  possible  lifetimes  for 
both  types  of  intangible  assets  and  also  a  wide  range  in  their 
relative  lifetimes  (the  ratio  of  the  average  lifetimes  of  the  two 
types  of  intangible  property) ,  though  they  imply  that  R&E  assets 
are  considerably  longer-lived  than  marketing  assets.   In  a  more 
recent  study  of  fourteen  manufacturing  industries,  Kenneth 
Clarkson  assumes  an  annual  depreciation  rate  of  70  percent  for 
advertising  and  promotion  expenses,  though  he  includes  a 
sensitivity  analysis  in  which  he  considers  the  effects  on  his 
calculations  of  assuming  alternative  depreciation  rates  ranging 
from  50  percent  to  100  percent.'^ 

The  evidence  from  the  economic  studies  on  the  appropriate 
average  lifetime  for  all  marketing  assets  appears  to  be  weak. 
Industry  representatives  have  testified  that  the  effects  of 
advertising  are  largely  exhausted  within  one  year  of  the 


'■  Kenneth  W.  Clarkson,  "Intangible  Capital  and  Profitability 
Measures:  Effects  of  Research  and  Promotion  on  Rates  of  Return," 
in  Competitive  Strategies  in  the  Pharmaceutical  Industry.  Robert  B. 
Helms,  editor,  American  Enterprise  Institute  for  Public  Policy 
Research:   Washington,  D.C.  (forthcoming). 
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expenditures. '*   An  average  lifetime  of  one  year  or  less  for 
advertising  assets  would  be  consistent  with  this  view  and  with 
the  current  practice  of  allowing  all  marketing  expenditures  to  be 
fully  expensed.   If  such  a  short  average  lifetime  is  used  for  the 
eligible  marketing  assets,  however,  it  is  difficult  to  justify 
the  administrative  costs  of  accounting  for  these  assets  in  the 
asset  tests  for  PFICs  and  for  the  excess  passive  assets  rules. 


'*   See  note  14  . 
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CHAPTER  5 


THE  REVENUE  COST  OF  PROVIDING 
ADJUSTED  BASIS  FOR  MARKETING  EXPENDITURES 


As  discussed  above,  data  are  not  available  for  advertising 
expenditures  or  for  passive  assets  of  CFCs.   Thus,  any  estimate 
of  the  revenue  cost  of  providing  adjusted  basis  for  asset- 
creating  marketing  expenditures  in  the  asset  tests  for  CFC-PFICs 
and  for  the  excess  passive  assets  rules  is  tenuous.   The  approach 
adopted  here  is  to  estimate  the  proportion  by  which  such  an 
adjustment  would  reduce  the  total  revenue  pick-up  resulting  from 
the  new  excess  passive  assets  rules  and  from  the  change  that  the 
OBRA  1993  made  in  the  asset  test  for  CFC-PFICs  (referred  to 
hereafter  as  the  "OBRA  1993  changes") ,   The  revenue  consequences 
of  the  adjustment  for  marketing  expenditures  are  estimated  by 
assuming  that  they  will  cause  the  total  revenue  pick-up  from  the 
OBRA  1993  changes  to  decline  by  the  same  proportion  as  the 
decline  in  excess  passive  assets  for  CFCs. 

With  this  approach,  the  estimate  for  the  revenue  cost  of 
providing  adjusted  basis  for  marketing  expenditures  varies 
roughly  in  proportion  to  the  average  lifetime  used  to  amortize 
these  expenditures,  as  long  as  the  estimate  is  small  relative  to 
the  total  revenue  pick-up  provided  by  the  OBRA  1993  changes.   For 
example,  if  an  average  lifetime  of  two  years  is  used  to  amortize 
the  marketing  expenditures,  the  estimate  will  be  about  twice  as 
great  as  if  an  average  lifetime  of  one  year  is  used. 

The  OBRA  1993  changes  should  not  increase  the  residual  U.S. 
tax  on  earnings  of  CFCs  that  were  PFICs  under  prior  law,  and  an 
adjustment  for  marketing  expenditures  is  unlikely  to  change  the 
PFIC  status  of  these  firms,  because  OBRA  1993  tightened  the  asset 
test  considerably  by  eliminating  the  option  to  value  active 
assets  at  fair  market  value.   Even  if  the  CFC  is  a  PFIC  under 
current  law  and  the  more  lenient  asset  test  (one  that  allows  an 
adjustment  for  marketing  expenditures)  would  allow  it  to  escape 
PFIC  status,  its  accumulation  of  excess  passive  assets  would 
probably  still  be  sufficiently  large  that  it  would  lose  deferral 
on  current  earnings  for  most  of  the  five-year  revenue  estimating 
window  (just  as  it  would  if  it  had  remained  a  PFIC) ,  so  again  the 
adjustment  for  marketing  expenditures  would  probably  have  little 
effect  on  the  total  revenue  pick-up  from  the  OBRA  1993  changes. 

CFCs  that  are  PFICs  under  current  law  (as  revised  by  OBRA 
1993)  account  for  a  large  portion  (probably  about  85  percent)  of 
total  excess  passive  asset  accumulations.   As  a  result  of  the 
above  considerations,  two  sets  of  calculations  were  performed  to 
measure  the  proportional  decline  in  excess  passive  assets.   In 
the  first  set,  CFCs  that  are  likely  to  be  PFICs  under  current  law 
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(those  with  passive  assets  at  least  50  percent  as  great  as  total 
assets)  were  removed  from  the  sample.   A  second  set  of 
calculations  was  performed  in  which  only  CFCs  with  passive  assets 
at  least  75  percent  as  great  as  total  assets  were  removed  from 
the  sample.   These  CFCs  are  unlikely  to  escape  PFIC  status  even 
under  the  more  lenient  asset  test.   These  CFCs  accounted  for 
about  62  percent  of  the  total  excess  passive  asset  balances  as 
measured  under  current  law.   Note  that  the  proportional  change  in 
excess  passive  assets  will  tend  to  be  smaller  for  the  second 
group  of  CFCs  than  for  the  first  group:   because  the  second  group 
has  larger  average  passive  asset  balances,  their  marketing  assets 
will  tend  to  be  less  important  relative  to  their  passive  assets. 

The  absolute  (as  opposed  to  the  proportional)  reduction  in 
excess  passive  assets  for  a  CFC  that  results  from  moving  to  the 
more  lenient  asset  test  is  equal  to  one-fourth  of  its  marketing 
assets.   Treasury  does  not  have  data  on  advertising  expenditures 
of  CFCs  from  which  to  construct  estimates  of  marketing  assets. 
We  do,  however,  have  data  on  the  advertising  expenditures  for  the 
domestic  operations  of  U.S.  companies.   Therefore,  to  estimate 
the  marketing  assets  of  the  CFCs,  it  is  assumed  that  the  ratio  of 
such  assets  to  active  tangible  assets  is  the  same  for  them  as  it 
is  for  the  domestic  operations  of  U.S.  companies  in  a  similar 
industry.   Even  with  data  on  advertising  expenditures  it  is 
difficult  to  determine  a  hypothetical  basis  for  marketing  assets 
of  the  domestic  operations,  so  two  methods  were  used.   One  method 
was  simply  to  use  one-half  of  the  annual  advertising  expenditures 
as  reported  on  corporate  tax  returns.   The  second  method  was  to 
use  one-half  of  the  annual  advertising  expenditures  plus  5 
percent  of  the  annual  total  labor  compensation.   Both  methods  are 
based  on  the  assumption  that,  if  permitted,  constructed  basis  for 
marketing  assets  will  be  set  at  one-half  of  annual  eligible 
marketing  expenditures.   This  assumption  is  consistent  with  an 
economic  lifetime  of  one  year  for  these  assets.   The  second 
method  accounts  for  the  possibility  that  firms  may  be  able  to 
classify  as  eligible  marketing  expenditures  an  amount  equal  to  10 
percent  of  their  total  labor  costs.   To  separate  active  tangible 
assets  used  in  the  domestic  operations  from  the  total  tangible 
assets  (which  include  passive  assets) ,  a  passive  asset  share  of 
12  percent  was  assumed.'" 

Treasury  does  not  have  data  on  actual  accumulations  of 
passive  assets  by  CFCs  in  low-tax  jurisdictions,  but  their  size 
can  be  estimated  by  looking  at  subpart  F  income  in  these 
jurisdictions,  because  the  bulk  of  such  income  represents  income 


'"  This  is  an  average  passive  asset  ratio  for  U.S. 
manufacturing  corporations  as  calculated  using  Standard  and  Poor's 
Compustat  data  base. 
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from  passive  assets.^"  Thus,  dividing  the  subpart  F  income  by  an 
average  rate  of  return  on  passive  assets  yields  a  rough  estimate 
of  the  size  of  the  stock  of  passive  assets.   The  average  rate  of 
return  chosen  for  the  calculations  was  10  percent,  which  is  the 
average  rate  of  return  on  corporate  bonds  in  1990. 

To  obtain  an  estimate  of  the  excess  passive  assets  of  a  CFC, 
25  percent  of  its  total  assets  are  subtracted  from  the  estimate 
of  its  passive  assets.   Under  current  law,  adjusted  basis  of 
total  assets  is  the  sum  of  adjusted  basis  for  tangible  assets 
owned  by  the  CFC-PFIC  plus  an  adjustment  for  intangible  assets  of 
the  type  created  by  research  or  experimental  expenditures  and  an 
adjustment  for  certain  leased  assets.   If  an  adjustment  for 
marketing  assets  is  allowed,  these  assets  must  also  be  included 
in  the  total.   The  proportional  reduction  in  excess  passive 
assets  caused  by  moving  to  the  more  lenient  asset  test  is 
calculated  by  dividing  one-fourth  of  the  CFC ' s  imputed  marketing 
assets  by  the  estimate  of  its  excess  passive  assets. 

The  estimates  for  the  proportional  changes  in  excess  passive 
assets  of  non-PFIC-CFCs  in  low-tax  countries,  by  major  industry 
group,  are  shown  in  Table  2.   The  industry  sectors  for  mining; 
transportation  and  utilities;  wholesale  and  retail  trade;  and 
finance,  insurance,  and  real  estate  are  excluded,  because 
important  parts  of  the  active  income  of  CFCs  in  these  sectors  may 
be  included  in  subpart  F  income.   Hence,  for  these  sectors  our 
imputation  method  would  tend  to  overstate  substantially  the 
passive  assets  (and  hence  the  excess  passive  assets)  of  the 
CFCs.^' 

The  results  indicate  that  the  adjustment  for  advertising 
assets  would  reduce  the  revenue  pick-up  from  the  1993  OBRA 
changes  by  a  modest  amount.   Assuming  that  the  revenue  pick-up 
declines  by  the  same  proportion  as  the  decline  in  excess  passive 
assets,  it  is  estimated  that  the  overall  reduction  is  less  than  3 
percent,  and  perhaps  less  than  1  percent.   The  Joint  Committee  on 
Taxation  estimated  that  the  revenue  pick-up  from  the  OBRA  1993 
changes  would  be  $250  million  over  the  five-year  window  from 
fiscal  year  1993  through  fiscal  year  1998.   The  Department  of 
Treasury  estimated  that  the  revenue  pick-up  would  be  $350  million 
over  this  five-year  window.   Hence,  in  absolute  amounts,  the 
above  percentage  estimates  translate  into  revenue  losses  over  the 


^°  Important  exceptions  to  this  rule  can  occur  in  some 
industries.   The  exceptions  are  discussed  below. 

^'  These  exclusions  are  equivalent  to  assuming  that  the 
adjustment  for  marketing  assets  reduces  excess  passive  assets  in 
these  industries  by  the  same  proportion  as  it  reduces  excessive 
passive  assets  in  the  included  industries. 
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five-year  window  of  less  than  $10  million,  and  perhaps  less  than 
$3  million. 
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CHAPTER  6 

CONCLUSIONS  AND  RECOMMENDATIONS 

Treasury  recommends  strongly  that  no  adjustment  for 
marketing  intangibles  be  made  in  the  asset  tests  for  CFC-PFICs 
and  for  the  new  rules  for  taxing  CFC  earnings  invested  in  excess 
passive  assets.   These  asset  tests  use  adjusted  basis  to  measure 
assets.   Prior  to  OBRA  1993,  a  CFC  could  use  the  fair  market 
value  method  of  measuring  assets  for  purposes  of  the  PFIC  asset 
test.   In  OBRA  1993,  Congress  rejected  the  fair  market  value 
method  of  measuring  assets  and  replaced  it  with  an  adjusted  basis 
standard.   In  this  context,  attaching  basis  to  R&E  assets  should 
be  perceived  as  a  narrow  exception  to  the  general  rule  of  using 
adjusted  basis  to  measure  the  active  or  passive  nature  of  a 
taxpayer's  business  or  to  determine  whether  a  CFC  has  invested 
its  earnings  in  excess  passive  assets.   Treasury  believes  that 
the  justifications  for  this  exception  cannot  be  extended  to 
include  an  exception  for  assets  of  the  type  created  by  marketing 
expenditures. 

As  explained  in  this  report,  there  are  important 
difficulties  in  identifying  and  measuring  intangible  assets  of 
the  type  created  by  marketing  expenditures.  -Given  the 
difficulties,  the  most  practical  way  to  include  these  assets  in 
the  asset  tests  for  CFC-PFICs  and  for  the  excess  passive  assets 
rules  would  be  to  use  a  uniform  lifetime  to  capitalize  the 
eligible  marketing  expenditures  and  to  limit  the  eligible 
marketing  expenditures  to  what  are  traditionally  regarded  as 
advertising  expenditures.   However,  even  if  a  uniform  lifetime 
were  chosen,  one  would  still  be  faced  with  the  serious  problem  of 
segregating  the  eligible  expenditures.   Because  the  bulk  of 
advertising  expenditures  produce  assets  with  short  economic 
lifetimes  (often  less  than  a  year) ,  the  uniform  lifetime  used  to 
capitalize  these  assets  would  be  substantially  shorter  than  that 
used  to  capitalize  the  R&E  expenditures.   Thus,  there  is  less 
justification  for  incurring  the  administrative  costs  of  providing 
an  adjustment  to  the  asset  test  for  marketing  assets  than  for  R&E 
assets.   An  adjustment  for  marketing  assets  would  require 
developing  a  definition  of  marketing  expenditures  in  order  to 
isolate  these  expenditures  from  other  expenses,  adding 
significantly  to  the  complexity  of  our  tax  laws  as  well  as 
reducing  the  administrative  convenience  associated  with  expensing 
marketing  costs. 
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Table  1 
Assets  and  Selected  Expenses  of  U.S.  Corporations  in  1990 

(in  millions  of  dollars) 

Total    :  Labor    :  : 

Tangible   :  Compen-  : Advertising  :    R&E 

Industry Assets    :   ation'  rExpenditures :    Expenditures 

:Tax  Form:    NSF 
Agriculture 47,257  :    5,862  :      238     :      84  : 

Mining 208,052  :    6,146  :      112     :     232  :     = 

Construction 173,581  :   29,380  :    1,044     :      56  :     ' 

Manufacturing 3,783,225  :  235,589  :   54,347     :  33,520  :  67,249 

Food  and  tobacco 503,406  :  24,387  :  20,147  :  538  :  1,376 

Indust.  chemicals....  235,679  :  9,984  :    1,634  :  3,319  :  4,280 

Drugs  &  medicines....  126,233  :  11,429  :    4,160  :  3,706  :  5,651 

Other  chemicals 129,217  :  7,693  :    4,891  :  875  :  2,567 

Nonelectrical 

machinery 293,947  :  33,315  :    2,882  :  7,225  :  13,804 

Electrical  &  elec- 
tronic equipment....  373,591  :  31,254  :    3,421  :  5,152  :  11,768 

Motor  vehicles 402,955  :  12,497  :    2,963  :  5,025  :  8,550 

Other 

manufacturing 1,718,197  :  105,030  :  14,249'  :  7,680  :  19,253 

Transportation 
&  utilities 1,488,923  :   88,294  :    5,000     :   2,548  :     = 

Wholesale  and 
retail  trade 1,216,637  :  222,982  :   32,454     :     630  :     - 

Finance,  insurance 
S.    real  estate 10,098,984  :  153,541  :    8,860     :     358  :     - 

Other  industries 429,084  :  122,618  :    7,341     :   1,706  :     - 

Total 17.445.743  :  864,412  :  109.396     :  39.134  :  73.764 

'   Wages,  salaries  and  compensation  of  corporate  officers. 
*   Not  available. 

Sources:   The  data  in  the  first  four  columns  of  the  table  are  from  corporate 
tax  returns  (Forms  1120)  filed  for  1990.   The  data  in  the  last  column  (labeled 
"NSF")  are  from  National  Science  Foundation  (1992). 
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Table  2 

Proportional  Reduction*  in  Excess  Passive  Assets 

Caused  by  Including  an  Adjustment  for  Marketing  Assets 

in  the  PFIC  Asset  Test  for  CFCs 

(Based  on  data  for  1990) 

(in  percente) 


Industry 


Including  an 

Including  an 

Adjustment  for 

Share  of  All 

Adjustment  for 

Advertising 

Excess  Passive 

Advertising 

Expenditures 

Asset  Holdings  of 

Expenditures 

and  Some  Labor 

CFCs  in  Low-Tax 

Only 

Costs 

Jurisdictions' 

Set  I- 


Set  11^ :  Set  I 


Set  II 


Set  I 


Set  II 


Agriculture . . 
Construction. 


0.0 
0.0 


0.0 
0.0 


Manufacturing 1.53  .71  2.60  1.19 

Food  and  tobacco 4.00  4.00  4.50  4.50 

Indust.  chemicals....  .33  .33  .53  .53 

Drugs  &  medicines....  2.21  2.21  2.82  2.82 

Other  chemicals 2.13  .46  2.48  .53 

Nonelectrical 

machinery 78  .19  1.67  .40 

Electrical  &  elect- 
ronic equipment 1.15  .64  2.22  1.23 

Motor  vehicles _  _  _  _ 

Other 

manufacturing 2.11  1.31  3.84  2.38 


76.3 

1.5 

1.2 

11.4 

1.2 

4.8 

42.5 
0.0 

13.7 


84.1 

.6 

.5 

4.6 

13.3 

16.2 

39.6 
0.0 

9.3 


Other  industries. 


1.47 


,97 


3.94 


2.61 


23.7     15.9 


Weighted  average* 1.51       .75      2.92      1.42 

'   The  total  excludes  passive  assets  in  "Mining,"  "Transportation  and 

utilities,"  "Wholesale  and  retail  trade,"  and  "Finance,  insurance  and  real 

estate .  " 

"   Set  I  excludes  CFCs  with  passive  assets  that  exceed  50  percent  of  total 

assets . 

'   Set  II  excludes  CFCs  with  passive  assets  that  exceed  75  percent  of  total 

assets . 

*   Averages  of  the  industries  listed  in  the  table  (which  exclude  the 

industries  listed  in  note  1)  weighted  by  the  share  of  excess  passive  asset 

holdings  of  CFCs  in  low-tax  jurisdictions.   (The  weights  are  shown  in  the  last 

two  columns  of  the  table). 

Source:   Department  of  the  Treasury 
Office  of  Tax  Analysis 
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